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Our Vision Is To Be...
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“The Last Bank
You’ll Ever Need”
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2003 2002 % Change
For the Year
Total Operating Income $ 21,363,111 $ 19,602,734 9.0
Total Operating Expense 18,062,245 16,623,520 87
Net income 3,300,866 2,979,214 10.8
Cash Dividends Declared 1,125,787 1,090,244 3.3
Year End
Assets $ 343,556,677 $295,936,087 16.1
Deposits 277,827,575 243,012,461 14.3
Shareholders’ Equity 23,502,732 24,254,143 <3.1>
Net Loans 245,590,744 210,440,535 16.7
Per Share*
Book Value $ 16.08 $ 15.35 4.8
Net Income, basic 2.23 1.89 18.0
Net Income, diluted 2.23 1.89 18.0
Cash Dividends Declared 0.77 0.69 11.6
Market information*® 2863 2002
Quarter High Low High Low
1st $23.75 $20.50 $17.88 $16.13
2nd $27.75 $23.63 $20.50 $18.25
3rd $27.55 $26.60 $20.20 $18.63
4th $34.00 $31.00 $20.13 $18.63

® Amounts have been restated to reflect a two-for-one stock split that was declared on April 16, 2003 and payable on
May 30, 2003 to shareholders of record April 30, 2003.




ars, customers and friends

This past year was, truly, one of excitement for our company. In addition to strong earnings
and asset growth, we increased market share. This level of performance was made possible
by a dedicated team of professional employees led by a seasoned board of directors.

Net income increased 10.8% to a record $3.3 million. Earnings per share improved 18%
from $1.89 to $2.23 for the year ended December 31, 2003. The reason earnings per share
increased at a higher percentage than net income is that on February 25, 2003, First National
Corporation repurchased 118,000 shares of common stock (restated for a two-for-one stock
split in May). The return on average equity increased to 14.37% in 2003 from 12.99% for
2002.

Net interest income, after provision for loan loss, increased 15.9% to $10.4 million. Note that
the provision for loan loss allocation increased by $300 thousand to $705,000 for 2003
principally due to a larger loan portfolio. The provision for loan losses, as of December 31,
2003, represented 1.03% of total loans. This is considered adequate based upon thorough
analysis, which includes loss history, economic data and loan composition. Nonaccrual loans
totaled $170,676 as of December 31, 2003. Our asset quality remains high, with a diversified
local loan portfolio. Additionally, the securities portfolio, which contains no derivatives, is
comprised of U.S. agencies, mortgage-backed securities and municipal securities.

Non-interest income increased $1.1 million or 42.5% for 2003 while non-interest expense
increased $1.9 million or 25.9%. The non-interest income improvement is attributable to
increased service charge income and mortgage loan originations. The majority of service
charge income is the result of tremendous growth in checking accounts. Mortgage
origination income increased by $173,984 for 2003. The total gain on sale of loans was
$372,149 for 2003. The majority of the increase in non-interest expense was caused by our
decision, with continued market merger activity, to expand. This long-term growth plan does
place pressure on current earnings as we add personnel and open new facilities.

First National's stock price was $33.50 as of December 31, 2003, as compared to $20.125
(restated) as of December 31, 2002. With a cash dividend per share of $0.77 for 2003,
a stock price of $33.50, the resulting dividend yield was approximately 2.3%.

Assets grew 16.1% to $343.6 million as of December 31, 2003,
RN primarily due to a 16.7% growth in loans. Deposits increased
14.3% to $277.8 million, led by a 53% increase in non-interest
bearing deposits.

Shareholders’ equity decreased 3.1% to $23.5 million. As
previously mentioned, our company repurchased 118,000
shares (restated) for approximately $2.5 million. To fund this
purchase First National Corporation formed First National (VA)
Statutory Trust | for the purpose of issuing redeemable capital

securities, commonly referred to as trust preferred securities.

Harry S. Smith and Noel M. Borden




On March 26, 2003, $3.0 million of these instruments were issued through a pooled under-
writing. Trust preferred securities may be included in Tier | capital for regulatory capital
calculations. Thus, we replaced the $2.5 million used to purchase shares with the
$3.0 million in debt. This is discussed in more detail in the MD&A section of this report.

With many activities in 2003, one of the most notable was the retirement of Alson H. “Al”
Smith, Jr. from the Boards of Directors of First National Corporation and First Bank, effective
December 31, 2003, due to mandatory retirement. We thank Al for his friendship and
leadership. His service was distinguished.

On February 4, 2004, the Boards of Directors conferred the honorary title of Director
Emeritus of First National Corporation and First Bank upon Alson H. Smith, Jr. and Warren
B. French, Jr, in recognition of their many contributions and past service. We congratulate
and thank them, as well as look forward to their continued support and guidance.

During 2003 we completed the conversion of our core operating system and auxiliary
systems providing more efficiencies and better customer service. Our Internet banking
package was also upgraded where balances are updated hourly. We installed five new
ATMs bringing the total to 24 machines serving our market. We marketed Free Community
Checking and Business Free! Checking which vyielded dramatic increases in
noninterest-bearing accounts.

Of particular note, we opened the Winchester Financial Center, located on the corner of
Valley Avenue and Jubal Early Drive in November 2003. We are very pleased with the
community response to our facility, but more importantly, with customer activity. Our Wards
Plaza branch and [oan production offices in Winchester were moved to the Financial Center.
We would like to extend our gratitude to all that made the project a reality, exceeding our
expectations. A special note of thanks to Dennis Dysart, Executive Vice President, for his
vision and commitment to an exciting retail philosophy which has taken the form of
innovative facilities, inside and out.

We are equally excited about the opening of our Mount Jackson location. The current
mobile banking unit will be replaced this year with a state of the art financial center
incorporating many of the features and services that we offer at other locations. The
acceptance of our bank by the Mount Jackson community has been most rewarding.

We are pursuing opportunities to continue our market expansion with additional locations.
We feel the time is now to more firmly establish our presence in the Shenandoah County,
Warren County, Frederick County and Winchester markets. We have made the strategic
decision to expand with branches to gain market share. Understandably, this does have an
impact on earnings. However, we are committed to continued earnings increases while
taking advantage of market opportunities. As previously discussed, short-term expenditures
are necessary to build long-term value in our company.

Our deepest appreciation to our employees, directors, shareholders and customers for
your support. We are very proud of our company and those who work very hard to make it
s0 successful.

Thank you.
Noel M. Borden Harry S. Smith
Chairman of the Board President & CEQ




A New Banking Experience

During the past several years, First Bank has positioned itself as the
lead community bank in the Northern Shenandoah Valley region.

A strategic combination of personalized community bank service,
diverse product lines, customer-focused offices, strategic locations and
technological advancements provides unlimited service options. At
First Bank, it's not necessary to compromise quality service in order to
gain access to a diverse line of technologically based services, or
vice versa. While we are, and always will be, a community bank, we
understand our customer’s desire to access services such as Internet
banking, telephone banking, Visa debit cards and ACH Origination
Services. We have uniquely positioned the company to leverage the
strengths of any community bank, while offering all of the services of
our national competitors. From Free Community Checking to 30-year
Mortgage Loans or a complete line of Commercial Banking Services,
we can assist anyone. Unlike some of our competitors, we ask you to
define your banking experience, because we're confident and poised
to offer it the way you would like it, not the way we want to deliver it.

“You're First at First Bank”

(L to R) Jennifer Page,
Bryony Scott, and
Shirley Newman,

as First Impressions
Receptionists, give our
customers an especially
warm welcome at each
of our Financial Centers.




(L to R) Laura Shanholtz,
Assistant Branch
Manager, Winchester
Financial Center, enjoys
her relationship with

Kim Jones, a First Bank
customer for over

15 years.
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Our entire approach to banking services, including our new Financial
Centers, is customer-focused. Whether it's being greeted by an

enthusiastic “You're First at First Bank” when you call any of our offices,

or being welcomed by our warm and helpful First Impressions person when
you arrive, you'll feel that you're among friends anytime you have a First
Bank experience. Also, being able to leave your children (momentarily) to
entertain themselves in our First Bank Junior Play area, while you enjoy a
cup of First Bank coffee or do your Internet Banking in our Leisure Center —
will perhaps demonstrate that this is a new kind of community banking
experience.

As you’ll note on the graph below, our approach has proven effective.

We have experienced the greatest checking account growth in the history
of our company. Total checking account balances increased by 53.0%
over the past year and 199.9% in the past four years. During the second
half of 2003, our retail offices doubled new account openings versus
earlier in the year.

Increase in Checking Account Balances

$0.00 $10,000 $20,000 $30,000 $40,000 $50,000 $60,000
(in millions)
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Recent bank mergers and acquisitions within our service area have provided
a phenomenal opportunity for our bank and employees to further penetrate
the market. We primarily serve three markets. They include Shenandoah
County, Warren County, and the City of Winchester/Frederick County.
According to FDIC data effective June 30, 2003, First National Corporation
(First Bank) is the lead community bank in Shenandoah County with
$128.9 million in deposits, representing 22.5% of the total deposit market.
Likewise, we are the lead community bank in Warren County with $54.4
million in deposits or 15.0% of the market. We currently rank sixth in the
combined deposit markets of the City of Winchester and Frederick County
with $82.7 million or 5.9%.

We strategically evaluate our position in each of these markets as we
analyze retail expansion plans, as well as new hires. As you will recall, we
opened a new Financial Center in Warren County (Front Royal) during 2002.
The new office not only solidified our previous position, but also significantly
enhanced it. Earlier in 2003, we opened a modular banking facility in south-
ern Shenandoah County (Mount Jackson). That operation was opened to
leverage an immediate opportunity created by a bank acquisition. While the
operation has had a significant impact in the market, it only had a minimal
impact on the numbers above since the greatest growth was in the third and
fourth quarters. Finally, we are working diligently to enhance our position
within Frederick County and the City of Winchester. We made our greatest
capital investment in a new state-of-the-art Financial Center in Winchester in
2003, which opened on November 17th. We are just beginning to recognize
the impact the facility, services, and employees will have in that market. We
are confident that the
growth will be superb
during 2004.

As you can see, we

are focused upon
maximizing our market
share. Our new
approach to banking

is clearly making an
impression within our
communities. We will
continue to seek oppor-
tunities to maximize our
growth and penetration
within these markets
with facilities, people
and services.

ir Sportsplex kiosk has been well received




Andy Hershey (left), Sr. Loan Administrator, and Joe Hirst (right), Vice President, Commercial
Lender, discuss a lending opportunity with a leading local Real Estate Developer, Richie Wilkins,
also a member of First Bank's Board of Directors.

SHENANDOAH CO.
Top 5 banks of 9

WARREN CO.
Top 5 banks of 9

Warket Penetration s of June 30, 2003
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We work diligently each day to ensure that our company is strategically
focused upon a sound business plan, while remaining flexible and
responsive to take advantage of immediate opportunities. We realize that
every decision we make will impact shareholder value and ultimately stock
price. We remain confident that our recent investments in facilities and
people, as well as our retail, customer-focused facilities will provide an
attractive shareholder return.

Our extraordinary financial performance has positively impacted our stock
price in 2003. Total Deposits grew $34.8 million or 14.3% during 2003 and
have grown by $122.8 million over the past five years, or 79.2%. Likewise,
total loans have experienced exceptional growth as well. In 2003, loans—
net of the allowance for loan losses—grew by 16.7% or $35.2 million.
Furthermore, loans have grown by 91.3% or $117.2 million during the
past five years.

Our sound performance combined with a stock repurchase opportunity in
2003, as well as a stock split, have provided a stable foundation for this
appreciation. During 2003, First National Corporation stock appreciated
in price by 66.5%.
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The Mission of First Bank is to offer a unique and memorable, high-integrity banking
environment in which:

Our Customers
Perceive the bank as an indispensable partner in achieving their financial goals;

Our People
Achieve unparalleled personal and professional success;

Our Shareholders
Benefit from the exceptional rewards of ownership; and

Our Communities
Are enriched by our involvement and investment in their future

Ribbon Cutting:
Opening day at the new state-of-the-art financial center in the City of Winchester.
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Management’s Discussion and Analysis
of Financial Condition and Results of Operations

Forward-Looking Statements

This management's discussion and analysis and other portions of this report, contain forward-looking
statements within the meaning of the Securities and Exchange Act of 1934, as amended, including
statements of goals, intentions, and expectations as to future trends, pians, events or results of
Corporation operations and policies and general economic conditions. In some cases, forward-looking
statements can be identified by use of words such as “may,” “will," “anticipates,” "believes,” “expects,”
‘plans,” “estimates,” “potential,” “continue,” “should,” and similar words or phrases. These statements are
based upon current and anticipated eccnomic conditions, nationally and in the Corporation’s market,
interest rates and interest rate policy, competitive factors, and other conditions which by their nature, are
not susceptible to accurate forecast, and are subject to significant uncertainty. Because of these
uncertainties and the assumptions on which this discussion and the forward-looking statements are
based, actual future operations and resuits in the future may differ materially from those indicated herein.
Readers are cautioned against placing undue reliance on any such forward-looking statements. The
Corporation does undertake to update any forward-looking statements to reflect occurrences or events
that may not have been anticipated as of the date of such statements.

» " ow

First National Corporation (the Corporation) is the financial holding company of First Bank (the Bank).
First Bank owns First Bank Financial Services, Inc., which invests in partnerships that provide title
insurance and investment services. The following discussion and analysis of the financial condition and
results of operations of the Corporation for the years ended December 31, 2003, 2002 anhd 2001 should
be read in conjunction with the consolidated financial statements and related notes.

Critical Accounting Policies

The Corporation’s financial statements are prepared in accordance with accounting principles generally
accepted in the United States (GAAP).. The finantial information contained within our statements is, to a
significant extent, financial information that is based on measures of the financial effects of transactions
and events that have already occurred. A variety of factors could affect the ultimate value that is obtained
either when earning income, recognizing an expense, recovering an asset or relieving a liability. We use
historical loss factors as cne factor in determining the inherent loss that may be present in our loan
portfolio. Actual losses could differ significantly from the historical factors that we use. In addition, GAAP
itself may change from one previously acceptable method to another method. Although the economics of
our transactions would be the same, the timing of events that would impact our transactions could change.

Allowance for loan losses. The aliowance for loan- losses is ‘an estimate of the losses that. may be
sustained in our loan portfolio. The allowance is based on two basic principles of accounting: (i)
Statement of Financial Accounting Standards (SFAS) No. -5 "Accounting: for- Contingencies,” which
requires that losses be accrued when they are probable of occurring and estimable and (ii) SFAS No. 114,
"Accounting by Creditors for Impairment of a Loan,” which requires that losses be accrued based on the
differences between the value of collateral, present value of future cash flows or values that are
observable in the secondary market and the loan balance.

The allowance for loan losses is established as losses are estimated to have occurred through a provision
for loan losses charged to earnings. Loan losses are charged against the allowance when management
believes the uncollectibility of a loan balance is confirmed. Subsequent recoveries, if any, are credited to
the allowance.

Our allowance for loan losses has two basic components: the specific allowance and the formula

allowance, Both of these components are determined based upon estimates that can and do change
when the actual events occur.
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The specific allowance is used to individually allocate an allowance for larger balance, non-hcmogeneous
loans. The specific allowance uses various techniques to arrive at an estimate of loss. First, analysis of
the borrower's overall financial condition, resources and payment record; the prospects for support from
financial guarantors; and the fair market value of collateral are used to estimate the probability and
severity of inherent losses. Additionally, historical default rates and loss severities, internal risk ratings,
industry and market conditions and trends, and other environmental factors are considered. The use of
these values is inherently subjective and our actual losses could be greater or less than the estimates.

The formula allowance is used for estimating the loss on pools of smaller-balance, homogeneous loans;
including residential mortgage loans, instaliment loans, other consumer loans, as well as cutstanding loan
commitments. Alsc, a formula allowance is used for the remaining pool of larger balance, non-
homogeneous loans which were not allocated a specific allowance upon their review. The formula
allowance begins with estimates of probable losses inherent in the homogenecus portfolio based upon
various statistical analyses. These include analysis of historical delinquency and loss experience over a
five-year period, together with analyses that reflect current economic trends and conditions. The formula
allowance uses a historical loss view as an indicator of future losses. As a result, even though this history
is regularly updated with the most recent loss information, it could differ from the loss incurred in the
future.

A loan is considered impaired when, based on -current information and events, it is probable that the
Corporation will be unable to collect the scheduled payments of principal or interest when due according to
the contractual terms of the loan agreement. Factors considered by management in determining
impairment include payment status, collateral value, and the probability of collecting scheduled principal
and interest payments when due. Loans that experience insignificant payment delays and payment
shortfalls generally are not classified as impaired. Management determines the significance of payment
delays and payment shortfalls on a case-by-case basis, taking into consideration all of the circumstances
surrounding the loan and the borrower, including the length of the delay, the reasons for the delay, the
borrower's prior payment record, and the amount of the shortfall in relation to the principal and interest
owed. Impairment is measured on a loan by loan basis for commercial and construction loans by either
the present value of expected future cash flows discounted at the loan’s effective interest rate, the loan’s
obtainable market price, or the fair value of the collateral if the loan is collateral dependent.

Large groups of smaller balance homogeneous loans are collectively evaluated for impairment.
Accordingly, the Corporation does not separately identify individual consumer and residential loans for
impairment disclosures.

Overview

Earnings and assets continued to grow in 2003. Net income for 2003 was $3.3 million compared to $3.0
million in 2002 and $2.6 million in 2001. Net income per share, basic and diluted, increased $0.34 per
share from $1.89 in 2002 to $2.23 in 2003. The increase in earnings resuited primarily from a continuing
increase in the Bank's net interest income. Return on average assets was 1.05% in 2003, 1.09% in 2002
and 1.10% in 2001. Return on average equity was 14.37% in 2003, 12.99% in 2002 and 12.57% in 2001.

Assets grew 16.1% in 2003 and 18.7% in 2002. Growth occurred primarily in the loan portfolio where

loans, net of the allowance for loan losses, increased $35.2 million to $245.6 million. The securities
portfolio also increased to $70.9 million in 2003 from $54.0 million in 2002, :
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Resuits of Operétions

Net interest income represents the primary source of earnings for the Corporation. Net interest income
equals the amount by which interest income on earning assets, predominately loans and securities,
exceeds interest expense on interest-bearing liabilities, predominately deposits and other borrowings. The
provision for loan losses and the amount of noninterest income and expense also have an effect on net
income. Noninterest income and expense consists of income from service charges on deposit accounts;
fees charged for other services; gains and losses from the sale of assets, including loans held for sale,
securities, and premises and equipment; general and administrative expenses: and income tax expense.
Changes in the volume and mix of interest-earning assets and interest-bearing liabilities, as well as their
respective yields and rates, have a significant impact on the level of net interest income. Net interest
margin is calculated by dividing tax equivalent net interest income by average earning assets.

General. Net income of the Corporation has increased in each of the last three years as a result of
continued growth in earning assets. In 2003, the growth in net interest income and noninterest income
exceeded the growth in noninterest expenses. In 2002 and 2001, net interest income also increased as
the Corporation continued to experience favorable asset growth.

Net Interest income. Net interest income was $11.0 million for the year ended December 31, 2003, which
is an increase of $1.6 million or 16.6% over the $9.4 million reported for the same period in 2002. This
increase in net interest income resulted from an increase in interest-earning assets and an improvement
in our net interest margin. In 2002, net interest income increased 8.7% or $754,296 from $8.7 million in
2001.

Interest income as a percent of average earning assets has decreased in each of the last three years from
7.78% in 2001, 6.74% in 2002, to 6.14% in 2003. Interest expense as a percent of average interest-
bearing liabilities has also decreased from 4.58% in 2001, 3.55% in 2002, to 2.78% in 2003. Net interest
margin was 3.83% in 2003, 3.75% in 2002 and 3.93% in 2001. The interest rate spread was 3.36% in
2003, 3.19% in 2002 and 3.20% in 2001. The decrease in the yield on interest bearing liabilities exceeded
the decrease in the yield on earning assets, resulting in the improved net interest margin in 2003. We do
not anticipate significant changes in the net interest margin in future periods based on our interest rate
sensitivity analysis.

Provision for Loan Losses. The provision for 2003 was $705,000 compared to $405,000 in 2002 and
$420,000 in 2001, The amount allocated during the year to the provision for loan losses represents
management’s analysis of the existing loan portfolio and related credit risks. The provision for loan losses
is based upon management's estimate of the amount required to maintain an adequate allowance for loan
losses reflective of the risks in the loan portfolio. For the year ended December 31, 2003, net charge-offs
totaled $319,669 compared to $219,294 for the year ended December 31, 2002. The total allowance for
loan losses of $2.5 million at December 31, 2003 increased 17.8% from $2.2 million at December 31,
2002. The increases in the total allowance for loan losses are reflective of charge-off activity, changes in
classified loans and growth in the loan portfolio as loans net of the allowance for loan losses increased
$35.2 million, or 16.7%, from $210.4 million at December 31, 2002 to $245.6 million at December 31,
2003.

Management has determined that the allowance for loan fosses is adequate. There can be no assurance,
however, that additional provisions for loan losses will not be required in the future, including as a result of
changes in the economic assumptions underlying management's estimates and judgments, adverse
developments in the economy, on a national basis or in the Corporation's market area, or changes in the
circumstances of particular borrowers.

The Bank generates a quarterly analysis of the allowance for loan losses, with the objective of quantifying
portfolio risk into a dollar figure of inherent losses. tn addition, internal loan reviews are performed on a
regular basis. The determination of the allowance for loan losses is based on applying qualitative and
quantitative factors to each category of loans along with any estimated losses for impaired and classified
loans within the particular category. The resulting sum is then combined to arrive at a total allowance for

16




all categories. The total aliowance required changes as the various types and categories of loans change
as a percentage of total loans and as the amount of classified loans change. There were no impaired
loans at December 31, 2003.

Noninterest Income. Noninterest income increased $1.1 million or 42.5% for 2003 over 2002 compared to
an increase of $976,813 or 62.3% for 2002 over 2001. Service charges contributed to 93.5% or $1.0
million of the increase. We expect these service charges to remain the most significant component of our
noninterest income in future periods; however, we do not expect this significant growth trend to continue.
Gains on the sale of securities available for sale totaled $69,302 during 2003, $171,627 in 2002 and
losses on securities available for sale totaled $3,689 during 2001. Increased mortgage loan activity
generated gains on sale of loans totaling $372,149 in 2003 compared to $198,165 in 2002 and $70,920 in
2001. The 87.8% or $173,984 increase in gains on sale of loans was attributable to the low interest rate
environment and high refinance activity in 2003. We do not expect this trend to continue during 2004, as
refinance activity is expected to decline. The impact of a declining trend in gains on sale of loans would
not have a significant impact on earnings. For the year ended December 31, 2003, these gains
represented 1.7%.of total income. - .

Noninterest Expense. In 2003, noninterest expenses increased $1.9 million or 25.9% over 2002, Salaries
and employee benefits increased 29.3% over 2002 and contributed to 55.2% or $1.0 million of the
increase. We do.not expect this trend to continue in future periods. Other operating expenses also
increased in the amount of $538,529 and contributed to 28.9% of the total increase in noninterest
expenses. Both of these increases were the result of the associated growth and expansion of the
business during 2003. During the year, the Bank opened a mobile banking facility in Mt. Jackson to
expand further into Shenandoah County. The Bank has plans of constructing a new branch on this site
during 2004. In the fourth quarter of 2003, the Bank opened the Winchester Financial Center, which
serves the Winchester-Frederick County market. In 2002, noninterest expenses. increased $1.2 million or
19.0% over 2001. This increase was also attributable to the growth of the Corporation, including hiring
additional personnel. . .

Income Taxes. Thé‘ Corporation has adopted FASB Statement No. 108, "Accounting‘ for Income Taxes".

A more detailed discussion of the Corporation’s tax calculation is contained in the notes to the
consolidated financial statements. : .
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Selected Consolidated Financial Data

Years Ended December 31,
(in thousands except ratios and per share amounts)

2003 2002 2001 2000 1999

Income Statement Data:
Interest Income $17,738 317,098 $17,326 316,951 $15,217

Interest Expense 6,769 7,653 8,675 9,332 7,683

Net Interest Income 10,969 9,405 8,651 7,619 7,534

Provision For Loan Losses 705 405 420 - 369 495
Net Interest Income After

Provision For Loan Losses 10,264 9,000 8,231 7,250 7,039

Noninterest Income 3,556 2,373 1,572 1,402 1,118

Securities Gains (Losses) 69 172 (4) 0 1

Noninterest Expense 9,085 7.219 6,064 5611 5271

Income Before Income Taxes 4 804 4,326 3,735 3,041 2,887

Income Taxes 1,503 1,347 1,140 904 853

Net iIncome $3,301 $2,979 $2,595 $2,137 $2,034

Per Share Data*:
Net Income, Basic $2.23 $1.89 $1.64 $1.35 $1.29

Net income, Diluted 223 1.89 1.64 1.35 1.29
Cash Dividends 0.77 0.69 0.65 0.60 0.58

Book Value At Period End 16.08 15.35 13.67 12.24 10.82

Balance Sheet Data: ’
Assets $343,557 $295936 $249,354 $229,329 $206,618
Loans, Net 245,581 210,441 184,765 164,603 149,313
Securities 70,895 54,485 43,355 44,831 45,129
Deposits 277,828 243,012 187,479 175,194 183,422
Shareholders' Equity 23,503 24,254 21,600 19,329 17,176
Average Shares Qutstanding, Diluted” 1,480 1,580 1,580 1,588 1,584

Performance Ratios:
Return On Average Assets 1.05% 1.09% 1.10% 0.98% 1.00%
Return On Average Equity 14.37% 12.99% 12.57% 11.90% 11.63%
Dividend Payout 34.1% 36.60% 39.57% 44.56% 44.72%

Capital Ratios:
Leverage 7.77% 7.88% 8.97% 8.67% 8.81%

Risk-Based Capital Ratios:
Tier 1 Capital 9.90% 10.43% 10.34% 11.28% 12.74%
Total Capital 10.88% 11.42% 11.31% 12.26% 13.73%

* Amounts have been restated to reflect a two-for-one stock split that was declared on April 16, 2003 and payable on
May 30, 2003 to shareholders of record April 30, 2003.
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Financial Condition

General. Management continued to increase the size of the loan portfolio in 2003. Loans, net of the
allowance for loan losses, increased $35.2 million or 16.7% from $210.4 million in 2002 to $245.6 million
in 2003. This growth in loans was reflected in the 16.1% increase in assets during the year and was
funded by growth in deposits. Assets began the year at $295.9 million and grew $47.6 million to $343.5
million by year-end. We are expecting this growth trend to continue in both the Bank's loan portfolio and
the balance sheet in future periods.

Loans. The Bank is an active lender with a loan portfolio which includes commercial and residential
mortgages, commercial loans, consumer loans, both installment and credit card, real estate construction
loans and home equity loans. The Bank's lending activity is concentrated on individuals and small to
medium sized businesses in its primary trade area of the Virginia counties of Shenandoah, Warren,
Clarke, Frederick and the City of Winchester. As a provider of community oriented financial services, the
Bank does not attempt to geographically diversify its loan portfolio by undertaking significant lending
activity outside its primary trade area.

Asset Quality. The allowance for loan losses (allowance) totaled $2.5 million and $2.2 million at
December 31, 2003 and 2002, representing 1.03% and 1.02% of total loans, respectively. Non-
performing loans totaled $634,493 and $1.6 million at December 31, 2003 and 2002, representing 24.9%
and 73.5% of the allowance for loan losses, respectively.

Total losses charged against the allowance in 2003 was $370,038 compared to $249,987 in 2002 and
$181,623 in 2001. Recoveries, consisting of the recovery of principal on loans previously charged against
the allowance, totaled $50,369 in 2003, $30,693 in 2002 and $34,683 in 2001.

Management believes, based upon its review and analysis, that the Bank has sufficient reserves to cover
any losses inherent within the total loan portfolio. ‘ :

For each period presented, the provision for loan losses charged to expense was based on
management's judgment after taking into consideration all factors connected with the collectibility of the
existing portfolio. Management considers economic conditions, changes in the nature and value of the
portfolio, industry standards and other relevant factors when evaluating the loan portfolio. Specific factors
considered by management when determining the amount to be provided included internally generated
loan quality reports which analyze each potential problem loan to estimate amounts of probable loss and
previous loss experience within various loan categories.

Non-Performing Assets. Management classifies as non-performing assets both those loans on which
payment has been delinquent 90 days or more and for which there is a risk of loss to either principal or
interest, and other real estate owned (OREO). OREQ represents real property taken by the Bank either
through foreclosure or'through a deed in lieu thereof from the borrower. OREOQ is bocked at the lower of
cost or market less estimated selling costs, and is actively marketed by the Bank through brokerage
channels. The Bank had no foreclosed real estate at December 31, 2003 and 2002.

impaired loans having recorded investments of $26,294 at December 31, 2002 have been recognized in
conformity with SFAS Statement No. 114. The related allowance for loan losses provided for these loans
totaled $13,147 at December 31, 2002. There were no impaired loans at December 31, 2003. The
average recorded investment in impaired loans during 2003 and 2002 was $89,614 and $47 520,
respectively. There were no cash payments received on impaired loans in 2003 and 2002 that were
recognized as interest income. Interest income recognized for cash payments received in 2001 totaled
$3,136.

Nonaccrual foans excluded from impaired loan disclosure under FASB 114 amounted to $170,676 and
$165,560 at December 31, 2003 and 2002, respectively. If interest on these loans had been accrued,
such income would have approximated $11,811 and $4,511 for 2003 and 2002, respectively. When a
loan is placed on non-accrual status there are several negative implications as a result. First, all interest
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accrued but unpaid at the time of the classification is deducted from the interest income totals for the
Bank. Second, accruals of interest are discontinued untit it becomes certain that both principal and
interest can be repaid. Third, there may be actual losses that necessitate additional provisions for credit
losses charged against earnings. .

Securities. Securities at December 31, 2003 were $70.9 million, an increase of $16.9 million or 31.4%
from the $54.0 million at the end of 2002. We expect our security portfolio to continue to grow in 2004 as
the business continues its growth. Investment securities are comprised of U.S. Agency and mortgage-
backed securities, obligations of state and political subdivisions, corporate equity securities and certain
restricted securities. As of December 31, 2003, neither the Corporation nor the Bank held any derivative
financial instruments in their respective investment security portfolios.

Deposits. Deposits at December 31, 2003 were $277.8 million, an increase of $34.8 million or 14.3% from
$243.0 million at December 31, 2002. Noninterest-bearing deposits increased $19.4 million or 53.0% to
$56.0 million at December 31, 2003 from $36.6 million at December 31, 2002, which contributed to 55.7%
of the total growth in deposits. We do not expect the growth in noninterest-bearing deposits to be as
significant in future periods. Savings and interest bearing demand deposits increased $8.5 million or 7.9%
and time deposits increased $7.0 million or 7.0% during the year.

Liquidity. Liquidity represents the ability to meet present and future financial cbligations through either the
sale or maturity of existing assets or the acquisition of additional funds through liability management.
Liquid assets include cash, interest-bearing deposits with banks, federal funds sold, investments in
securities, and loans maturing within one year. As a result of the Bank's management of liquid assets and
the ability to generate liquidity through liability funding, management believes that the Bank maintains
overall liquidity sufficient to satisfy its depositors' requirements and to meet its customers' borrowing
needs.

At December 31, 2003, cash, interest bearing and non-interest bearing deposits with banks, federal funds
sold, securities, and loans maturing within one year were $69.7 million. At the end of 2003, approximately
22.7% or $56.3 million of the loan portfolio would mature or reprice within a one year period.

As of December 31, 2003, non-deposit sources of funds totaled $40.1 million. $36.3 million was
comprised of Federal Home Loan Bank (FHLB) borrowings. Activity during the year included monthly
principal reductions associated with the Pringipal Reducing Credit (PRC) advance and also two new FHLB
advances. During 2003, the bank borrowed a three-year Fixed Rate Credit (FRC) in the amount of $5.0
million and also an Adjustable Rate Credit (ARC) in the amount of $5.0 million.

On March 11, 2003, First National (VA) Statutory Trust | ("the Trust"), a wholly-owned subsidiary of the
Corporation, was formed for the purpose of issuing redeemable capital securities, commonly called trust
preferred securities. On March 26, 2003, $3.0 million of trust preferred securities were issued through a
pooled underwriting. The securities have a LIBOR-indexed floating rate of interest. The interest rate at
December 31, 2003 was 4.32%. The securities have a mandatory redemption date of March 26, 2033,
and are subject to varying call provisions beginning March 26, 2008. The principal asset of the Trust is
$3.0 mitlion of the Corporation’s junior subordinated debt securities with maturities and interest rates like
the capital securities.

The trust preferred securities may be included in Tier 1 capital for regulatory capital adequacy purposes
as long as their amount does not exceed 25% of Tier 1 capital, including total trust preferred securities.
The portion of the trust preferred securities not considered as Tier 1 capital, if any, may be included in Tier
2 capital. As of December 31, 2003, the total amount of trust preferred securities issued by the Trust was
included in the Corporation's Tier 1 capital.

Capital Resources. The adequacy of the Corporation’s capital is reviewed by management on an ongoing

basis with reference {o the size, composition, and quality of the Corporation’s asset and liability levels and
consistent with regulatory requirements and industry standards. Management seeks to maintain a capital

20




structure that will assure an adequate level of capital to support anticipated asset growth and absorb
potential losses.

The Board of Governors of the Federal Reserve System has adopted capital guidelines to supplement the
existing definitions of capital for regulatory purposes and to establish minimum capital standards.
Specifically, the guidelines categorize assets and off-balance sheet items into four risk-weighted
categories. The minimum ratio of qualifying total capital tc risk-weighted assets is 8.0%, of which at least
4.0% must be Tier 1 capital, composed of common equity, retained earnings and a limited amount of
perpetual preferred stock, less certain goodwill items. The Corporation had a ratio of risk-weighted assets
to total capital of 10.88% at December 31, 2003 and. a ratio .of risk-weighted assets to Tier 1 capital of
9.90%. Both of these exceed the capital requiréments adopted by the federal regulatory agencies.

Repurchase of Common Stock. On February 25, 2003 the Corporation purchased and retired 118,000 (as
restated for two-for-one stock split) shares of outstanding common stock of the Corporation. This
purchase was approved by the board of directors on February 19, 2003. -

Stock Split. On April 16, 2003 the board of directors of the Corporation declared a two-for-one stock split
of the Corporation’s common stock, including authorized and unissued shares. The consolidated financial
statements have been restated to reflect the stock split. The stock split was payable on May 30, 2003 to
shareholders. of record-April 30, 2003, After the stock split was completed, the Corporation had 4,000,000
shares-of common stock authorized and 1,462,062 shares outstanding at a par value of $2.50 per share.

For information regarding recent accoUnting' pronouncements and their effect on the Corporation, see

“Recent, Accounting Pronouncements” in Note 1 of the Notes to Consolidated ‘Financial Statements
contained herein. ) )
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Yount, Hyde & Barbour, P.C.
.Certified Public Accountants
and Consultants

INDEPENDENT AUDITOR’S REPORT

To the Shareholders and Directors
First National Corporation
Strasburg, Virginia

We have audited the accompanying consolidated balance sheets of First National
Corporation and subsidiaries as of December 31, 2003 and 2002, and the related consolidated
statements of income, changes in shareholders' equity and cash flows for the three years ended
December 31, 2003. These financial’ statements are the responsibility of the Corporation's
management. Our responsibility is to express an opinion on these financial statements based on
our audits.

We conducted our audits in accordance with the auditing standards generally accepted in
the United States of America. Those standards require that we plan and perform the audit to
obtain reasonable assurance about whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting the amounts
and disclosures in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audits provide a reasonable basis for our
opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all
material respects, the financial position of First National Corporation and subsidiaries as of
December 31, 2003 and 2002, and the results of their operations and their cash flows for the
three years ended December 31, 2003, in conformity with accounting principles generally
accepted in the United States of America.

e, At Yt C

Winchester, Virginia
January 19, 2004

50 S. Cameron St.

P.O. Box 2560
Winchester, VA 22604 Ofiices located in: Winchester, Middleburg, Leesburg, and Culpeper, Virginia
(540) 662-3417 Member: American [nstitute of Certified Public Accountants / Virginia Society of Certified Public Accountants
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FIRST NATIONAL CORPORATION

-Consolidated Balance Sheets
.December 31, 2003 and 2002

Assets

Cash and due from banks

Federal funds sold

Interest-bearing deposits in banks
Securities available for sale, at fair value
Loans held for sale

Loans, net of allowance for loan losses, 2003, $2,546,953

2002, $2,161,622
Bank premises and equipment, net
Interest receivable
Other assets
Total assets
Liabilities and Sharehoiders' Equity
Liabilities
Deposits:
Noninterest-bearing demand deposits
Savings and interest-bearing demand deposits
Time deposits §
Total deposits
Federal funds purchased
Other borrowings
Company obligated manditority
redeemable capital securities
Accrued expenses and other liabilities
Commitments and contingent liabilities
Total liabilities :

Shareholders' Equity

Common stock, par value $2.50 per share and $5.00 per share;
authorized 4,000,000 and 2,000,000 shares; issued and
outstanding 1,462 062 shares and 790,031 shares at December 31,

2003 and 2002, respectively
Surplus
Retained earnings
Accumulated other comprehensive income, net
Total shareholders' equity

Total liabilities and shareholders’ equity

See Notes to Consoclidated Financial Statements.
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2003 2002
$ 10,657,518 $ 13,782,175
-- 2,781,000
261,183 . 1,137,508 .
70,895,317 53,959 540
118,000 1,348,000
245,590,744 210,440,535
11,485,491 8,424,246
1,389,586 - 1,402,630
3,158,838 2,650,453
$ 343,556,677 $ 295,936,087
$ 55,958,084 $ 36,581,399
' 115,587,740 107,119,027
106,281,751 99,312,035
$ 277827575 $ 243,012,461
507,000 .-
36,554,930 26,604,581
3,000,000 --
2.164,440 2,064,902
$ 320,053,945 5 271,681,944
$ 23655155 5 3,950,155
1,464,642 1,464 642
17 680,249 17,658,670
702,686 1,180,676
$ 23,502,732 $ 24,254,143
$ 343,556.677 $ 295,936,087




FIRST NATIONAL CORPORATION

Consolidated Statements of Income
Three Years Ended December 31, 2003

2003 2002 2001
Interest and Dividend Income:
Interest and fees on loans $ 15,308,689 $ 14,415620 $ 14,739,696
Interest on federal funds sold 46,576 76,890 178,754
Interest on deposits in banks 31,098 44,902 73,164
Interest and dividends on securities
available for sale: .
Taxable interest : 1,944 217 2,111,859 1,848,738
Nontaxable interest 341,125 303,180 328,531
Dividends 66,134 105,716 156,784
Total interest and dividend income $ 17,737,839 $ 17,058,167 $ 17,325,667
Interest Expense:
Interest on deposits $ 5,008,396 $ 5973941 $ 6,807,000
Interest on federal funds purchased 2,169 6,455 3,981
Interest on company obligated
manditorily redeemabie securities 100,031 .- --
Interest on other borrowings 1,658,158 1,672,341 1,863,552
Total interest expense s 6,768,754 $ 7652737 $ 8674533
Net interest income $ 10,969,085 $ 9405430 $ 8,651,134
Provision for loan losses 705,000 405,000 420,000
Net interest income after
provision for loan lesses $ 10,264,085 $ 9000430 $ 8231134

See Notes to Consolidated Financial Statements.
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FIRST NATIONAL CORPORATION

Consolidated Statements of Inco
(Continued)

me

Three Years Ended December 31, 2003

2003 2002 2001
Noninterest Income:
Service charges $ 2,322,707 $ 1,312,609 $ 920,469
Fees for other customer services 769,480 631,633 453,469
Gains (losses) on sale of securities '
available for sale 69,302 171,627 (3,689)
Gains (losses) on sale of premises . :
and equipment (49,183) 4,250 --
. Gains on sale of loans 372,149 198,165 70,920
Other 140,817 226,283 126,485
Total noninterest income $ 3625272 $ 2,544,567 3 1,567,654
Noninterest Expense: - : T,
Salaries and employee benefits - $ 4,538,381 $ -3,508,845 $ 3,092,159
Occupancy . : 518,541 469,457. - 399,314
Equipment 770,783 619,754 -- 520,094
Advertising 340,100 332,570 248,333
Stationery and supplies 323,811 266,898 180,782
Telecommunications ‘ 217,007 183,066 146,028
Other 2,376,555 - 1,838,026 1,479,216
Total noninterest expense . $ 9085188 $ 7218616 $ 6063926
Income before income taxes $ 4,804,163 $ 4,326,381 $ 3,734,862
Provision for income taxes 1,503,303 1,347,167 1,139,528
Net income . $ 3,300,866 $ 2979214 § 2595334
Earnings Per Common Share,
basic and diluted . $ 2.23 $ 1.89 $ 1.64

See Notes to Consolidated Financial Statements.
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FIRST NATIONAL CORPORATION

Consolidated Statements of Cash Flows
Three Years Ended December 31, 2003

Cash Flows from Operating Activities
Net income
Adjustments to reconcile net income to net
cash provided by operating activities:
Depreciation
Origination of loans available for sale
Proceeds from saie of loans available for sale
Provision for loan losses
(Gains) losses on sale of securities
available for sale
(Gains) losses on sale of premises
and equipment
(Gains) on sale of loans
Accretion of security discounts
- Amortization of security premiums
Deferred tax expense (benefit)
Changes in assets and liabilities:
{Increase) decrease in accrued interest
receivable
(Increase) decrease in other assets
Increase (decrease) in accrued expenses
other liabilities
Net cash provided by operating activities

Cash Flows from Investing Activities
Proceeds from sale of securities available
for sale
Proceeds from sale of premises and equipment
Proceeds from maturities, calls, and principal
payments of securities available for sale
Purchase of securities available for sale
(Increase) decrease in federal funds sold
Purchase of bank premises and equipment
Net (increase) in loans
Net cash (used in) investing activities

See Notes to Consolidated Financial Statements

2003 2002 2001
$ 330086 § 2979214 $ 2595334
596,148 471,999 397,328
(28,526,540) (14,278,802) (5,304,635)
30,128,689 14,013,201 5,033,651
705,000 405,000 420,000
(69,302) (171,627) 3,689
49,183 (4,250) --
(372,149) (198,165) (70,920)
(25,338) (14,868) (16,930)
564,306 377,352 143,028
26,067 130,862 (34,000)
13,044 (103,285) 72,598
(508,386) (504,183) 85,435
319,809 100,154 (73,070)
$  6201,397 3 3102602 $ 3,251,509
$ 4118075 § 10,355010 § 757,901
330,317 4,250 --
19,450,421 11,814,078 9,631,095
(41,698,2686) (32,330,985) (7,978,537)
2,791,000 2,593,000 (69,000)
(4,036,893) (3,635,794) (1,002,500)
(35,855,209) (26,080,225) (20,582,324)

$ _ (54,900,555)

$  (37,280,668)

$  (19,243,365)
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FIRST NATIONAL CORPORATION

Consolidated Statements of Cash Flows
' {Continued)
Three Years Ended December 31, 2003

2003 2002 2001
Cash Flows from Financing Activities - -
Net increase in demand deposits and
savings accounts $ 27845398 $ 36,359,044 4,164,700
Net increase in time deposits 6,869,716 9,174,599 18,119,754
Proceeds from other borrowings 10,000,000 -- --
Principals payments on other borrowings (49,651) (2,100,180) (4,818,403)
Proceeds from issuance of company obligated
manditorily redeemable capital securities 3,000,000 -- --
Cash dividends paid (1,125,787) (1,090,244) (1,027,040)
Acquisition of common stock (2,448,500) -- --
Increase in federal funds purchased 507,000 - - --
Net cash provided by financing activities $ 44698176 § 42343219 16,439,011
Increase (decrease) in cash and
cash equivalents $ (4,000982) % 8,165,153 447 155
Cash and cash equivalents
Beginning 14,919,683 6,754,530 8,307,375
Ending $ 10,918,701 $ 14,919,683 6,754,530
Supplemental Disclosures of Cash Flow
Information
Cash payments for:
Interest $ 6,832,913 3 7,733,804 8,538,048
Income taxes 3 1,583,908 3 1,274,459 1,210,185
Supplemental Disclosures of Noncash
Investing Activities
Unrealized gain (loss) on securities
available for sale $ (724,227) § 1,159,004 1,064,374
Transfer of real estate from other assets
to bank premises and equipment $ -8 342.374

See Notes to Consolidated Fma‘ncial Statefnents

27




zel'e0s'e $ 98920/ $ 6¥2089'/L ¢ ro'vor’L $ GGL'G59'E $
(cos'8vv'z) - (005'€51'2) -- (000°s62)
(z82's521'1) .- (tg2'521') -- --
9/8'ze8c  §
(066'22%) (066°LL1) $ (066°LL1) .- -- -
(6cLsY) -- -- --
(16Z'zep) - -- --
998'00€'E 998'00E't ¢ 998'00€'€ -- . -
erL'rPSz've ¢ 9.9'081°L $ 02985921 ¢ o'vorL $ GG1'0S6°¢ $
(vv20601) -- (¥¥2'060°1) -- -
IR =X $
£¥6'v9L EV6 V9L 3 £Y6'r9L - -- --
.- (vizeln) .- -- -- --
-- L1288 -- -- -- --
P12'616'C vicese’z $ ¥LZ'6.6'C - .-
0€2'009'tc ¢ €EL'SLY $ 00L'69L°GL  $ ZYo'ror'L $ G51'066°¢C $
(ovo'zzoD) -- (ov0°220'1) - --
128267’ $
L8Y'20L /8¥°20L S 18V'20L .- -- --
.- SEv'e -- -- -- --
-- 250'00L -- -- -- --
PEE'S65'Z yEE'S6S'T  $ -- YEL'G6S'C -- --
6Pr'6ZE'6L  $ (¥5.4'982) $ gop'Loz'yL  $ Zro'ror'L $ G61'056'¢€ $
101 2woou| {ss07) sawooauy sBujuiey snjding ¥201§
aAIsuayalsdwion aaisuayaadwon paujeyay uowog

LU0
pajeInwnooy

€002 'LE J9qWa09( papul SIBOA 98Iy}
Ajnb3 suspjoyaleys ul saBuey) o SJUBWAELS PIIEPHOSUOD

NOILYHOdHOD TYNOILYN LS¥id

‘S|USLWAle)G [RIOUBUIY PAIEPOSUOY) O} SAJON 295

< £00Z ‘L€ JoquadaQ ‘aduejeg
}00)S UOWIMOD JO SAIeYs (00'8L L JO uowisinboy
a1eys Jad £/ °0$ - SPUSPIAIP YseD
auwosu 3AISUSYBIALIOD (210 |
(2£T'9rZ$ 'Xel Jo 1ou) awodul saisuayaidwos Jayi0
{£95'¢z$ 'Xe) Jo Jau) uawisnipe uonesyisseoay
o (r19'z2Zs
‘xe) jo Jou) pouad ayi Buunp Buisue sosso| Guipjoy
pazijealun ‘xXey Jo Jau aWodU) SAIsuayaIdwod J1ayiQ
EIVLLITRETY
‘200Ul aAIsuUayaIdwoD
2002 '1€ Jaquasaq ‘asuejeg
aleys Jed 69 0$ - SPUSPIAIP yseD
2aWooul 3AIsuUayaIdwod [Bjo |
(090'v6ES "XB) JO 1ou) SWOUI BAIsUBYIdWoD J1BYID
(£6£'8G$ 'xey o jau) uawnsnipe uoyesyisseoay
(EL¥'TsPs
*xe} jo 1au) pouad ayy Buunp Buisue suieb Guipjoy
pazijealun ‘xey Jo Jau awodul dAISUsYa1dwod 18ul0
ENVCLIHRETN]
1BWOdUl SAIsUAyIdWog
100Z ‘L€ Jaquiasa( ‘asuejeg
aleys 1ad Gg'0% - SpUBpIAIP ysen
2wooul aaisuayardwod jejo |
{288°19¢$ X} J012u) awooul aaIsuayaidwos 1BYlQ
(Sz'L$ 'Xe) Jo 19u) Juswisnipe uonedIsse|say
(e€9'09¢$
‘xe} Jo Jau) pouad oy Buunp Buisue suieb Buipjoy
PazZ||EaIUN 'XE} JO JOU BWOIU| BAISUBYRIAWOD JBYIO
swodul JaN
500Ul BAISUBYIdWOY)
0002 ‘1€ 49quadaq ‘aduejeg

28




FIRST NATIONAL CORPORATION

Notes to Consolidated Financial Statements

Note 1. Natu're of Banking Activities and Significant Accounting Policies

First National Corporation (the Corporation) is the financial holding company of First Bank (the Bank).
First Bank owns First Bank Financial Services, Inc., which invests in partnerships that provide title
insurance and investment services. The Bank provides commercial, residential and consumer loans, and
a variety of deposut products to its customers in the Shenandoah Vauey Reg|on of Vlrgmla

The accountlng and repomng pohc|es of the Corporation ‘conform to accounting Pprinciples generally
accepted in the Unlted States of America and to accepted practices within the banking industry.

Principles of Consolidation

First Bank is a wholly-owned subsidiary of First National Corporation. First Bank Financial Services is a
wholly-owned subsidiary of First Bank. The consolidated financial statements of First National
Corporation include the accounts of all three companies. All matenat mtercompany balances and
transactlons have been eliminated in consolidation.

Use of Estimates

in preparing consolidated financial statements in conformity with accounting principles generally accepted
in the United States, management is required to make estimates and assumptions that affect the reported
amounts of assets and liabilities as of the date of the balance sheet and reported amounts of revenues
and expenses during the reporting period. Actual results could differ from those estimates. Material
estimates that are particularly susceptible to S|gnmcant change in the near term relate to the determination
of the allowance for Ioan losses.

Securities

Debt securities that management has the positive intent and ability to hold to maturity are classified as
“held to maturity” and recorded at amortized cost. Securities not classified as held to maturity, including
equity securities with readily determinable fair values, are classified as “available for sale” and recorded at
fair value, with unrealized gains and losses excluded from earnings and reported in other comprehensive
income. As of December 31, 2003 and 2002, all of the Corporation’s securities were classified as
available for sale. ' ‘ '

Purchase premiums and discounts are recognized in interest income using the interest method over the
terms of the securities. Declines in the fair value of securities below their cost that are deemed to be other
than temporary are reflected in earnlngs as realized losses. Gains and losses on the sale of securities are
recorded on the settlement date and are determmed using the spemflc identification method

29



Notes to Consolidated Financial Statements

Loans Held for Sale

Loans originated and intended for sale in the secondary market are carried at the lower of cost or
estimated fair value in the aggregate. The Corporation requires a firm purchase commitment from a
permanent investor before a loan can be closed, thus limiting interest rate risk. Net unrealized losses, if
any, are recognized through a valuation allowance by charges to income. .

The Corporation enters into commitments to originate mortgage loans whereby the interest rate on the
loan is determined prior to funding (rate lock cdmmitments). Rate lock commitments on mortgage loans
that are intended to be sold are considered to be derivatives. The period of time between issuance of a
loan commitment and closing and sale of the loan generally ranges from 30 to 60 days. The Corporation
protects itself from changes in interest rates through the use of best efforts forward delivery commitments,
whereby the Corporation commits to sell a loan at the time the borrower commits to an interest rate with
the intent that the buyer has assumed interest rate risk on the loan. As a result, The Corporation is not
exposed to losses nor will it realize significant gains related to its rate lock commitments due to changes in
interest rates. The correlation between the rate lock commitments and the best efforts contracts is very
high due to their similarity.

The market value of rate lock commitments and best efforts contracts is not readily ascertainable with
precision because rate lock commitments and best efforts contracts are not actively traded in stand-alone
markets. The Corporation determines the fair value of rate lock commitments and best efforts contracts
by measuring the change in the value of the underlying asset while taking into consideration the probability
that the rate lock commitments will close. Because of the high correlation between rate lock commitments
and best efforts contracts, no gain or loss occurs on the rate lock commitments.

Loans

The Corporation, through its banking subsidiary, grants mortgage, commercial and consumer loans to
customers. A substantial portion of the loan portfolio is represented by residential and commercial loans
secured by real estate throughout the Shenandoah Valley Region of Virginia. The ability of the
Corporation’s debtors to honor their contracts is subject to the real estate and general economic
conditions in this area.

Loans that management has the intent and ability to hold for the foreseeable future or until maturity or pay-
off generally are reported at their outstanding unpaid principal balances less the allowance for loan losses
and any deferred fees or costs on originated loans. Interest income is accrued and accredited to income
based on the unpaid principal balance. Loan origination fees, net of certain origination costs, are deferred
and recognized as an adjustment of the related loan yield using the interest method.

The accrual of interest on mortgage and commercial loans is discontinued at the time the loan is 90 days
delinquent unless the credit is well-secured and in process of collection. Credit card loans and other
personal loans are typically charged off no later than 180 days past due. In all cases, loans are placed on
nonaccrual or charged-off at an earlier date if collection of principal or interest is considered doubtful.

All interest accrued but not collected for loans that are placed on nonaccrual or charged off is reversed
against interest income. The interest on these loans is accounted for on the cash-basis or cost-recovery
method, until qualifying for return to accrual. Loans are returned to accrual status when all the principal
and interest amounts contractually due are brought current and future payments are reasonably assured.
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Allowance for.Loan Losses

The allowance for loan losses is an estimate of the losses that may be sustained in our loan portfolic. The
allowance is based on two basic principles of accounting: (i) Statement of Financial Accounting Standards
(SFAS) No. 5 "Accounting for Contingencies," which requires that losses™ be accrued when they are
probable of occurring and estimable and (i) SFAS No. 114, "Accounting by Creditors for Impairment of a
Loan," which requires that losses be accrued based on the differences between the value of collateral,
present value of future-cash flows or values that are observable in the secondary market and the loan
balance

The allowance for loan losses is established as losses are estimated to have occurred through a provision
for loan losses charged to earnings. Loan losses are charged against the allowance when management
believes the uncollectlblllty of a loan balance is conflrmed Subsequent recoveries, if any, are credlted to
the ‘allowance.

Our allowance for loan losses has two basic components: the specific allowance and the formula
allowance. Both of these components are determined based upon estimates that can and do change
when the actual events occur. -

The specific allowance is used to individually allocate an aliowance for larger balance, non-homogeneous
loans. The specific allowance uses various technigues to arrive at an estimate of loss. First, analysis of
the borrower's overall financial condition, resources and payment record; the prospects for support from
financial guarantors; and the fair market value of collateral are used.to estimate the probability and
severity of inherent losses. Additionally, historical default rates and loss severities, internal risk ratings,
industry and market conditions and trends, and other environmental factors are considered. The use of
these values is inherently subjective and our actual losses could be greater or less than the estimates.

The formula allowance is used for estimating the loss on pools of smaller-balance, homogeneous loans;
including residential mortgage loans, instaliment loans, other consumer loans, as well as outstanding loan
commitments. Also, a formula allowance is used for the remaining pool of larger balance, non-
homogeneous loans which were not allocated a specific allowance upon their review. The formula
allowance begins with estimates of probable losses inherent in the homogeneous portfolio based upon
various statistical analyses. These include analysis of historical delinquency and loss experience, together
with analyses that reflect current economic trends and conditions. The formula allowance uses a
historical loss view as an indicator of future losses. As a result, even though this history is regularly
updated with the most recent loss information, it could differ from the loss incurred in the future.

A loan is considered impaired when, based on current information and events, |t is probable that the
Corporation will be unable to collect the scheduled payments of principal or interest when due according to
the contractual terms of the loan agreement. -Factors ‘considered by management -in determining
impairment include payment status, coliateral value, and the probability of collecting scheduled principal
and interest payments when due. Lloans that experience insignificant payment delays and payment
shortfalls generally are not classified as impaired. Management determines the significance of payment
delays and payment shortfalls on a case-by-case basis, taking into consideration all of the circumstances
surrounding the loan and the borrower, including the length of the delay, the reasons for the delay, the
borrower’s prior payment record, and the amount of the' shortfall in relation to the principal and.interest
owéd. Impairment is measured on' a loan by loan basis for commercial and construction loans by either
the present value of expected future cash flows discounted at the loan’s effective interest rate, the loan's
obtainable market price, or the fair value of the collateral if the loan is collateral dependent.
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Large groups of smaller balance homogeneous ioans are collectively evaluated for impairment.
Accordingly, the Corporation does not separately identify individual consumer and residential loans for
impairment disclosures.

Bank Premises and 'Equipment :

Land is carried at cost. Premises and equipment are stated at cost less accumulated depreciation and
amortization. Premises and equipment are depreciated over their estimated useful lives ranging from
three years to forty years; leasehold improvements are amortized over the lives of the respective leases or
the estimated useful life of the leasehold improvement, whichever is less. Software is amortized over its
estimated useful life ranging from three to seven years. Depreciation and amortization are recorded on
the straight-line method.

Costs of maintenance and repairs are charged to expense as incurred. Costs of replacing structural parts
of major units are considered individually and are expensed or capitalized as the facts dictate. Gains and
losses on routine dispositions are reflected in current operations.

Other Real Estate

Assets acquired through, or in lieu of, foreclosure are held for sale and are initially recorded at fair value at
the date of foreclosure, establishing a new cost basis. Subsequent to foreclosure, valuations are
periodically performed by management and the assets are carried at the lower of carrying amount or fair
value less cost to sell. Revenue and expenses from operations and changes in the valuation allowance
are included in net expenses from foreclosed assets. The Corporatlon had no foreclosed real estate at
December 31, 2003 and 2002.

Income Taxes

Deferred income tax assets and liabilities are determined using the liability method. Under this method,
the net deferred tax asset or liability is determined based on the tax effects of the temporary differences
between the book and tax bases of the various balance sheet assets and liabilities and gives current
recognition to changes in tax rates and laws.

Earnings Per Share

Basic earnings per share represents income available to common' stockholders divided by the weighted-
average number of common shares outstanding during the period. Diluted earnings per share reflects
additional common shares that would have been outstanding if dilutive potential common shares had been
issued, as well as any adjustment to income that would result from the assumed issuance. There are no
potential common shares that would have a dilutive effect. Earnings per share for prior periods has been
restated to give retroactive effect of the Corporation's two-for-one stock split declared April 16, 2003. The
stock split was payable on May 30, 2003 to shareholders of record April 30, 2003.

Cash and Cash Equivalents

For purposes of the consolidated statements of cash flows, the Corporation has defined cash equivalents
as those amounts included in the balance sheet captions "Cash and due from banks and interest-bearing
deposits in banks."
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Advertising Costs

The Corporation follows the policy of charging the production costs of advertising to expense as incurred.

Total advertising expense incurred for 2003, 2002 and 2001 was $340,100, $332,570 and $246,333,
respectively. :

Reclassifications

Certain reclassifications have been made to prior period balances to conform to the current year
presentation. -

Recent Accounting Pronouncements

in December 2002, the Financial Accounting Standards Board ("FASB”) issued Statement of Financial
Accounting Standards (“SFAS”) No. 148, “Accounting for Stock-Based Compensation — Transition and
Disclosure,” which amends SFAS No. 123 to provide alternative methods of transition for an entity that
voluntarily changes to the fair value based method of accounting for stock-based employee
compensation. The provisions of the Statement were effective December 31, 2002. The Corporation did
not have stock-based compensation plans as of December 31, 2003, 2002 and 2001.

In November 2002, the FASB issued FASB Interpretation No. 45, “Guarantor's Accounting and Disclosure
Requirements for Guarantees, including Indirect Guarantees of Indebtedness of Others” ("FIN 45"). The
Interpretation elaborates on the disclosures to be made by a guarantor in its financial statements.under
certain guarantees that it has issued. It also clarifies that a guarantor is required to recognize, at the
inception of a guarantee, a liability for the fair value of the obligation undertaken in issuing the guarantee.
The recognition requirements of the Interpretation were effective beginning January 1, 2003. The initiat
adoption of the Interpretation did not materially affect the Corporation, and management does not
anticipate that the recognition requirements of this Interpretation will have a materially adverse impact on
either the Corporation's consolidated financial position or consolidated results of operations in the future.

In January 2003, the FASB issued FASB Interpretation No. 46, “Consolidation of Variable Interest Entities”
("FIN 46"). This Interpretation provides guidance with respect to the identification of variable interest
entities and when the assets, liabilities, noncontrolling interests, and results of operations of a variable
interest entity need to be included in a company’s consolidated financial statements. The Interpretation
requires consolidation by business enterprises of variable interest entities in cases where (a} the equity
investment at risk is not sufficient to permit the entity to finance its activities without additional
subordinated financial support from other parties, which is provided through other interests that will absorb
some or all of the expected losses of the entity, or (b} in cases where the equity investors lack one or
more of the essential characteristics of a controlling financial interest, which include the ability to make
decisions about the entity's activities through voting rights, the obligations to absorb the expected losses
of the entity if they occur, or the right to receive the expected residual returns of the entity if they occur.
Management has evaluated the Corporation's investments in variable interest -entities and potential
variable interest entities or transactions, particularly in limited liability partnerships involved in low-income
housing development and trust preferred securities structures. The implementation of FIN 46 did not have
a significant impact on either the Corporation’s ‘consolidated financial position or consolidated results of
operations.  Interpretive guidance relating to FIN- 46 is continuing to evolve and the Corporation's
management will continue to assess various aspects of consolidations and variable interest entity
accounting as additional guidance becomes available.
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In April 2003, the FASB issued SFAS No. 149, “Amendment of Statement 133 on Derivative Instruments
and Hedging Activities.” The Statement amends and clarifies financial accounting and reporting for
derivative instruments, including certain derivative instruments embedded in other contracts and for
hedging activities under SFAS No. 133, “Accounting for Derivative Instruments and Hedging Activities.”
The Statement is effective for contracts entered into or modified after June 30, 2003, with certain
exceptions, and for hedging relationships designated after June 30, 2003 and did not have an 1mpact on
the Corporation’s consolidated financial statements. C

In May 2003, the FASB issued SFAS No. 150, “Accounting for Certain Financial Instruments with
Characteristics of both Liabilities and Equity.” This Statement establishes standards for how an issuer
classifies and measures certain financial instruments with characteristics of both liabilities and equity. It
requires that an issuer classify a financial instrument that is within its scope as a liability (or an asset in
some circumstances). Many of these instruments were previously classified as equity. This Statement is
effective for financial instruments entered into or modified after May 31, 2003, and otherwise is effective at
the beginning of the first interim period beginning after June 15, 2003, except for mandatory redeemable
financial instruments of nonpublic entities. Adoption of the Statement did not have an impact on the
Corporation’s consolidated financial statements.

in November 2003, the FASB's Emerging Issues Task Force (EITF) reached a consensus on a new
disclosure requirement related to unrealized losses on investment securities. The new disclosure requires
a table of securities which have unrealized losses as of the reporting date. The table must distinguish
between those securities which have been in a continuous unrealized-loss position for twelve months or
more. and those securities which have been.in a continuous unrealized loss position for less than twelve
months.: The table is to include the aggregate unrealized losses of securities whose fair values are below
book values as of the reporting date, and the aggregate fair value of securities whose fair values are
below book values as of the reporting date. In addition to the quantitative disclosure, FASB requires a
narrative discussion that provides sufficient information to allow financial statement users to understand
the quantitative disclosures and the information that was considered in determining whether impairment
was not other-than-temporary. The new disclosure requirements apply to fiscal years ending after
December 15, 2003. The Corporation has included the required disclosures in their consolidated financial
statements.

In December 2003, the FASB issued a revised version of SFAS No. 132, “Employers’ Disclosures about
Pensions and Other. Postretirement Benefits an amendment of FASB Statements No. 87, 88 and 106.”
This Statement revises employers’ disclosures about pension plans -and other postretirement benefits. It
does not change the measurement or recognition of those plans required by FASB Statements No. 87,
No. 88, and No. 106. This Statement retains the disclosure requirements contained in the original FASB
Statement No. 132, which it replaces. However, it requires additional disclosures to those in the original
Statement 132 about-the assets, obligations, cash flows, and net periodic benefit costs of defined benefit
pension plans and other defined benefit postretirement plans. The required information. should be
provided separately for pension plans and. for other postretirement benefit plans. The disclosures for
earlier annual periods presented for comparative purposes -are required to be .restated for (a) the
percentages of each major category of plan assets held, (b) the accumulated benefit obligation, and
(c) the assumptions: used in the accounting for the plans. This Statement is- effective for financial
statements with fiscal years ending after December 15, 2003. The interim-period disclosures required by
this Statement are effective for interim periods beginning after December 15, 2003. The Corporation has
included the required disclosures in its consolidated financial statements. :
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Note 2. Securities

Amortized costs and fair v"alues of Securities availaBIe for sale as of December 31, 2003 aﬁd 2002, are as
follows: ; : o ) :

2003
Gross Gross
Amortized Unrealized Unrealized Fair
- Cost - Gains (Losses) Value
U.S. Agéncy and mortgage- . .
backed securities - $ 58,759,947 $ 1003621 § (228,508 § 59,535,060
Obligations of states and CL -
political subdivisions- 8,983,124 260,600 (26,618) 9,217,106
Corporate equity securities 3,916 55,580 - 59,486
Restricted securities 2,083,655 - - - - 2,083,655
$ 69,830,642 $ 1,319,801 $ (255,126) $_70,895317
2002
Gross Gross
Amortized Unrealized Unrealized Fair
Cost Gains . (Losses) Value
U.S. Agency and mortgage- . .
backed securities $ 44419577 $ 1482950 § -- §. 45902527
Obligations of states and
- political subdivisions - - 6,001,645 234,658 -- . 6,236,303
. Corpor‘ale‘equity securities 3916 71,294 -- © 75,210
Restricted securities - 1,745,500 - - - - 1,745,500

$ 52,170,638 $ 1788902 $ -- $ 53,959,540

The Corporation Had no securities classified as-held to maturity at December 31, 2003 or 2002,

At December 31, 2003, investments in an unrezlized loss position that are temporarily impaired are as
follows: ) : o :

Less than 12 months 12 months or more Total
Unrealized Unrealized Unrealized

Fair Value {Loss) Fair Value {Loss) Fair Value (Loss)

U.S. Agency and mortgage- } . ’ B N .
backed securities $ 11,721,567 § (228508) $ -- 3 -~ $11721597 $ (228,508)

Obligations of states and

political subdivisions ' 1,437,445 (26,618) -- -- 1,437,445 (26,618)
Corporate equity securities -- - -- .- .- .-
Restricted securities -- - - - .- - -
' $ 13,159,042 $ (255,126) $ -- § -- $13,159042 $ (255,126)

The table above provides information about securities that have been in an unrealized loss position for

less than twelve consecutive months, and also those securities that have been in an unrealized loss

position for more than twelve consecutive months. At December 31, 2003, there were no securities-in an .

unrealized loss position for twelve consecutive months or more.: The Corporation invests in U.S Agency
and: mortgage-backed securities, obligations of state and political subdivisions, corporate equity securities
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and restricted securities.  Restricted securities include required equity investments in certain
correspondent banks. We consider all of the securities with unrealized losses to be temporarily impaired.
At December 31, 2003, there were eight U.S. agency mortgage-backed securities and five obligations of
state and political subdivisions in an unrealized loss position. Ninety-eight percent of the Corporation’s
investment securities have credit ratings of AAA and the weighted-average repricing term of the
investment portfoliowas 3.5 years as of December 31, 2003.

The amortized cost and fair value of securities available for sale as of December 31, 2003, by contractual
maturity, are shown below. Expected maturities of mortgage-backed securities will differ from contractual
maturities because borrowers may have the right to prepay obligations with or without call or prepayment
penalties. Actual maturities may differ from contractual maturities in corporate securities because they
may be called or repaid without any penalties. Corporate securities are not included in the maturity
categories in the foliowing maturity summary.

Amortized Fair

Cost Value
Due within one year . . $ 2,521,309 $ 2,577,202
Due after one year through five years _ 11,196,889 11,529,176
Due after five years through ten years 25,843,570 26,258,792
Due after ten years ) 28,181,303 28,386,996
Corporate equity securities 3,916 59,496
Restricted securities 2,083,655 2,083,655

$ 69,830,642 -3 70,895317

Proceeds from sales of securities available for sale during 2003: 2002 and 2001 were $4,118,075,
$10,355,010 and $757,901, respectively. Gross gains of $69,302.and $171,627 were realized on those
sales during 2003 and 2002, respectively. Gross losses of $3,689 were realized on sales during 2001.

Securities having a book value of $12,320,617 and $13,620,682 at December 31, 2003 and 2002, were
pledged to secure public deposits and for other purposes required by law.

Note 3. Loans

Loans at December 31, 2003 and 2002, are summarized as follows:

2003 2002
(in thousands)

Mortgage loans on real estate:

Construction $ 23,586 % 12,172
Secured by farm land 2,602 2,112
Secured by 1-4 family residential 71,657 58,705
Other real estate loans . ' 85,509 . 67,680
Loans to farmers (except those secured by real estate) ) 395 852
Commercial and industrial loans (except those secured by real estate) 31,350 28,606
Consumer installment loans R - © 31,820 36,828
Deposit overdrafts 296 236
All other loans 923 5412
Total loans $ 248,138 3 212,603
Allowance for loan losses 2,547 2,162
Loans, net $ 245,591 3 210,441
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Note 4. Allowance for Loan Losses

Transactions in the allowance for loan losses for the years ended December 31, 2003, 2002 and 2001,

were as follows:

2003 2002 2001
Balance at beginning of year $ 2161622 $ 1975916 § 1702856
Provision charged to operating
expense . 705,000 405,000 420,000
Loan recoveries 50,369 30,693 34,683
Loan charge-offs (370,038) (249,987) (181,623)
Balance at end of year ' $ 2,546,953 $ 2,161,622 $ 19759186

Information about impaired loans as of and for the years ended December 31, 2003, 2002 and 2001, is as

follows:

2003 2002 2001

Impaired loans for which an allowance .

has been provided $ -- $ 26,294 $ 80,783
Impaired loans for which no allowance

has been provided : -~ -- - -

Total impaired loans $ - - 3 26,294 3 80,783

Allowance provided for impaired loans,

included in the allowance for loan losses $ -- $ 13,147 8 40,392
Average balance in impaired loans _ $ 89614 $ 47 520 3 58,722
Interest income recognized on

a cash basis on impaired loans 3 - % -- § 3,136

Nonaccrual loans excluded from impaired loan disclosure under SFAS 114 amounted to $170,676,
$165,560 and $37,330 at'December 31, 2003, 2002 and 2001, respectively. If interest on these loans had
been accrued, such income would have approximated $11,811, $4,511 -and $500 for 2003, 2002 and

2001, respectively.

Loans past due greater than ninety days and still accruing interest at December 31, 2003, 2002 and 2001

totaled. $463,817, $1,397,000 and $988,000, respectively. _
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Note 6. Bank Premises and Equipment

Bank premises and equipment are summarized as follows at December 31, 2003 and 2002:

2003 2002
Land $ 2,583,154 $ 1,6555486
Buildings and leasehold improvements 7,440,408 4,734,854
Furniture and equipment 7,047,740 5,944 937
Construction in process 709,392 1,954,841
$ 17,780,694 $ 14,290,178
Less accumulated depreciation 6,295,203 5,865,932

$ 11,485,491 $ 8,424246

Depreciation expense included in operating expenses for 2003, 2002 and 2001 was $596,148, $471,999
and $397,328, respectively.

Note 6. Deposits

The aggregate amount of time deposits, in denominations of $100,000 or more, was $38,097,250 and
$32,420,612 at December 31, 2003 and 2002, respectively.

At December 31, 2003, the scheduled maturities of time deposits were as follows:

2004 ~$ 60,713,602
2005 8,261,698
2006 . 13,206,585
2007 6,822,813
2008 ‘ 17,277,053

$ 106,281,751

Note 7. Other Bbrrowings

The Corporation had unused lines of credit totaling $45,685,642 available with non-affiliated banks at
December 31, 2003. This amount primarily consists of a blanket floating lien agreement with the Federal
Home Loan Bank of Atlanta in which the Bank can borrow up to 19% of its assets.

At December 31, 2003, the Corporation had borrowings from the Federal Home Loan Bank system
totaling $36,297,515 which mature through March 17, 2008. Fixed rate advances totaled $31,297,515 and
adjustable rate advances totaled $5,000,000 at December 31, 2003. The interest rate on these notes
payable ranged from 1.22% to 6.57% and the weighted average rate was 5.05%. The Corporation had
collateral pledged on these borrowings at December 31, 2003 including real estate loans totaling
$52,449,779, and Federal Home Loan Bank stock and securities with a book value of $3,289,799.

The Bank had a $257,415 note payable, secured by a deed of trust, which requires monthly payments of
$2,254, and matures January 3, 2016. The fixed interest rate on this loan is 4.00%.
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The contractual maturities of other borrowings were as follows:

2004 $ 5,053,148
2005 16,279,064
2006 ' 5,018,416
2007 19,166
2008 o 10,019,947
Later years - 165,189

$ 36,554,930

‘Note 8. Company Obligated Manditorily Redeemable Capital Securities

On March 11, 2003, First National (VA) Statutory Trust I ("the Trust"), a wholly-owned subsidiary of the
Corporation, was formed for the purpose of issuing redeemable capital securities, commonly called trust
preferred securities. On March 26, 2003, $3,000,000 of trust preferred securities were issued through a
pooled underwriting. The securities have a LIBOR-indexed floating rate of interest. The interest rate at
December 31, 2003 was 4.32%. The securities have a mandatory redemption date of March 26, 2033,
and are subject to varying call provisions beginning March 26, 2008. The principal asset of the Trust is
$3,000,000 of the Corporation's junior subordinated debt securities with maturities and interest rates like
the capital securities.

While these securities are debt obligations of the Corporation, they are inciuded in capital for reguiatory
capital ratio calculations. Under present regulations, the trust preferred securities may be included in Tier
1 capital for regulatory capital adequacy purposes as long as their amount does not exceed 25% of Tier 1
capital, including total trust preferred- securities. The portion of the trust preferred securities not
considered as Tier 1 capital, if any, may be included in Tier 2 capital. As of December 31, 2003, the total
amount of trust preferred securities issued by the Trust was included in the Corporation's Tier 1 capital,

Note 9. Income Taxes

Net deferred tax assets (liabilities) consist of the following components as of December 31, 2003 and
2002: ’

2003 2002

Deferred tax assets:
Allowance for Joan losses $ 779572 $ 648,560
_ Pension payable ‘ ‘ , - 100,210 102,070
. Interest on nonaccrual loans ' ' 6,684 1,794
Other ' 186 .-

$ 886,652 $ 752,424

Deferred tax liabilities: . ) -
Depreciation $ 412,867 $ 243,709

Bond accretion o . . .. 6,155 4607
Loan origination costs o - : 115741 126,152

Securities available for sale - : 361,990 . - 608,227
' . . ) T 8 896,753 $ - 982,695

Net deferred tax (labilty) .. o T s (10101) 3 (230,271)
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The provision for income taxes charged to operations for the years ended December 31, 2003, 2002 and
2001, consists of the following:

2003 2002 2001
Current tax expense $ 1477236 $ 1,216,305 $ 1,173,528
Deferred tax expense (benefit) 26,067 130,862 _(34,000)

$ 1,503,303 $ 1347167 $ 1139528

The income tax provision differs from the amount of income tax determined by applying the U.S. federal
income tax rate to pretax income for the years ended December 31, 2003, 2002 and 2001, due to the
following:

2003 2002 2001
Computed tax expense at ‘ © $ 1,633,417 $ 1470970 $ 1,269,853
statutory federal rate '
Increase (decrease) in income
taxes resulting from:
Tax-exempt interest income (133,889) (111,652) (111,925)
Other 3,774 (12,151) ~(18,400)

$ 1,503,303 $ 1,347,167 $ 1,139,528

Low income housing credits totaled $9,588 for the year ended December 31, 2002, and $31,923 for the
year ended December 31, 2001. There were no low income housing credits for the year ended
December 31, 2003. ' ’ :

Note 10. Fund Restrictions and Reserve Balance

Transfers of funds from the banking subsidiary to'the parent corporation in the form of loans, advances
and cash dividends are restricted by federa! and state regulatory authorities. As of December 31, 2003,
the aggregate amount of unrestricted funds which could be transferred from the banking subsidiary to the
parent corporation, without prior regulatory approval, totaled $3,080,117.

The Bank must maintain a reserve against its deposits in accordance with Regulation D of the Federal
Reserve Act. For the final weekly reporting period in the years ended December 31, 2003 and 2002, the
aggregate amounts of daily average required balances were approximately $263,000 and $5,803,000,
respectively.

Note 11. Benefit Plans

The Bank has a noncontributory, defined benefit pension plan for all full-time employees over 21 years of
age with at least one year of credited service. Benefits are generally based upon years of service and
average compensation for the five highest-paid consecutive years of service. The Bank’s funding policy is
to make the minimum required annual contribution permitted by the Employee Retirement Income
Security Act and the Interna!l Revenue Code. The following table provides a reconciliation of the changes
in the plan benefit obligation and the fair value of assets for the periods ended December 31, 2003 and
2002, computed as of October 1 of each respective year.
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. . 2003 o 2002
. Change in Benefit Obligation . .
Benefit obligation, beginning of ye?r $ 2,499,086 $ 1,980,110
Service cost 113,456 58,010
- Interest cost . ) I 174,936 - 148,508
Actuarial (gain) loss 390,701 409,607
Benefits paid (173,211) (97,149)
Benefit obligation, end of year $ 3,004,968 $ 2,499,086
Changes in Plan Assets
- -Fair value of plan assets, .
beginning of year Co- - % 1,450,744 $ 1,434,156
Actual return on plan assets 195,638 {69,194)
Employer contributions -- 182,931
Benefits paid : ) (173,211) (97,149)
Fair value of assets, end of year $ 1473171 $ 1,450,744
Funded status ’ $ (1,531,797) $ (1,048,342)
Unrecognized net actuarial (gain) loss 1,053,710 760,448
Unrecognized net obligation at transition (39,377) (45,003)
Unrecognized prior service cost 29,421 32,691
Accrued cost included in other liabilities 3 (488,043) §$ (300,208)
Components of Net Periodic Benefit Cost
Service cost : . ; - $ 113,456 $ 58,010
Interest cost  ~ . 174,936 148,508
Expected return on plan assets - (122,510) (125,117)
Amortization of prior service cost 3,270 3,270
Amortization of net obligation at '
transition : ‘ (5,626) (5.626)
Recognized net actuarial (loss) 24,311 --
Net.periodic benefit cost. $ 187,837 79,045
Weighted-Average Assumptions used to determine
benefit obligations at December 31 -
Discount rate ‘ o : - 6.50% - 7.00% -
Expected return on plan assets " 8.50% ‘ 9.00%
Rate of compensation increase 5.00% ' 5.00%
Weighted-Average Assumptions used to determine
- - net periodic benefit cost for years ended
- December 31 . . - - :
Discountrate - - - . . : = 7.00% 7.50%
-Expected return on plan assets ©9.00% o 9.00% .-

Rate of compensation increase 5.00%" - 5.00%
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The plan sponsor selects the expected long-term rate of return on assets assumption in consultation with
their investment advisors and actuary, and with concurrence from their auditors. This rate is intended to
reflect the average rate of earnings expected to be earned on the funds invested or to be invested to
provide plan benefits. Historical performance is reviewed, especially with respect to real rates of return
(net of inflation), for the major asset classes held or anticipated to be held by the trust; and for the trust
itself. Undue weight is not given to recent experience, which may not continue over the measurement
period, with higher significance placed on current forecasts of future long-term economic conditions.

Because assets are held in a qualified trust, anticipated returns are not reduced for taxes. Further, solely
for this purpose, the plan is assumed to continue in force and not terminate during the period during which
assets are invested. However, consideration is given to the potential impact of current and future
investment policy, cash flow into and out of the trust, and expenses (both investment and non-investment)
typically paid from plan assets (to the extent such expenses are not explicitly estimate within periodic
cost.)

The pension plan’s weighted-average asset allocations at the end of the plan year for 2003 and‘2002, by
asset category are as follows:

2003 2002
Asset Category’
Mutual funds - fixed income 48% 50%
Mutual funds - equity ' 52% ‘ 50%
Other : 0% 0%

" Total 100% 100%

The trust fund is sufficiently diversified to maintain a reasonable leve! of risk without imprudently sacrificing
return, with a targeted asset allocation of 50% fixed income and 50% equities. The Investment Manager
selects “investment fund managers with demonstrated experience and expertise, and funds with
demonstrated historical performance for the implementation of the Plan’s investment strategy. The
Investment Manager will consider both actively and passively managed investment strategies and will
allocate funds across the asset classes to develop an efficient investment structure.

It is the responsibility of the Trustee to administer the investments of the Trust within reasonable costs,
being carefu! to avoid sacrificing quality. These costs include, but are not limited to, management and
custodial fees, consulting fees, transaction costs and other administrative costs chargeable to the Trust.

The Corporation made cash contributions for the 2003 plan year totaling $193,307 subsequent to
December 31, 2003, and expects to contribute $247,834 for the 2004 plan year. The accumulated benefit
obligation for the defined benefit pension plan was $1,332,275 and $1,134,339 at December 31, 2003 and
2002, respectively. ' .

The Corporation maintains a 401(k) plan for all eligible employees. Participating employees may elect to
contribute up to 21% of their compensation subject to certain limits based on federal tax laws. The
Corporation makes matching contributions equal to one-half of the first six percent of an employee’s
compensation contributed to the Plan. Full-time employees who have completed six months of credited
service are eligible. Both employee and employer contributions vest immediately. The Corporation has
the discretion to make a profit sharing contribution to the Plan each year based on overall. performance,
profitability, and other economic factors. For the years ended December 31, 2003, 2002 and 2001,
expense attributable to the Plan amounted to $68,698, $61,439 and $57,004, respectively.
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Effective January 1, 2000, the Corporation ‘established an employee stock ownership plan (ESOP). The
ESOP provides an opportunity for the Corporation to award shares of First National Corporation stock to
employees at its discretion. Full-time employees who have completed six months of credited service are
eligible. Participants become 100% vested after five years of credited service. Contributions each year
are at the discretion of the board of directers, within certain limitations prescribed by Federal tax
regulations. The Corporation made cash contributions to the plan of $79,823, $79,000 and $75,385
during the years ended December 31, 2003, 2002 and 2001, respectively. These contributions are
included in salaries and benefits in the accompanying statements of income.

On January 6, 1999, the Bank adopted a Director Split Dollar Life Insurance Plan. This Plan provides life
insurance coverage to insurable directors of the Bank. The Bank owns the policies and is entitledto all
values and proceeds. The Plan provides retirement benefits and the payment of benefits at the death of
the insured director. The amount of benefits will be determined by the perfoermance of the policies over
the director’s life. s D C o S o

Note 12. Commitments and Unfunded Credits

The Corporation is a party to credit related financial instruments with risk not reflected in the consolidated
financial statements in the normal course of business to meet the financing needs of its customers. These
financial instruments-include commitmenits to extend credit, standby letters of credit and commercial
letters of credit. -Such commitments involve, to varying degrees, elements of credlt and mterest rate rlsk in
excess of the amount recognized in the consclidated balance sheets. ’

The Corporatlons exposure to credit loss s represented by the- contractual amount of these
commitrnents. The Corporation follows the same credit policies in makmg commﬁments as it does for on-
balance-sheet instruments, - \'

At December 31, 2003 and 2002, the following financial instruments were outstanding whose contract
amounts represent credit risk:

A I, T 2003 2002
" Financial instruments whose contract ' ) g :
amounts represent credit risk:

Commitments-to extend credit $ 39,760,000 $ 33,519,000
Stand-by letters of credit 4,099,000 2, 069 000

Rate lock commltments " 1,613,700 2,178,790

Commitments to extend credlt are agreements to lend to a customer as long as there is no violation of any
condition establlshed in the contract. Commitments generally have fixed expiration dates or other
termination clauses agd may require payment of a fee. The commitments for lines of credit may expire
without being drawn upon. Therefore, the total commitment amounts do not necessarily represent future
cash requirements. The' amount of collateral obtained, if it is deemed nécessary by the Corporation, is
based on management's credit evaluation of the customer.

Unfunded commitments under commercial lines of credit, revolving credit lines and overdraft protection
agreements.are-commitments for possible-future extensidns of credit to existing customers. These lines
of credit are coliateralized as deemed necessary and usually- do not.contain a-specified maturity' date and
may not be drawn upon to the total extent to which the Corporation is committed. - - =,
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Commercial and standby letters of credit are conditional commitments issued by the Corporation to
guarantee the performance of a customer to a third party. Those letters of credit are primarily issued to
support public and private borrowing arrangements. Essentially all letters of credit issued have expiration
dates within one year. The credit risk involved in issuing letters of credit is essentially the same as that
involved in extending loan facilities to customers. The Corporation generally holds collateral supporting
those commitments if deemed necessary.

At December 31, 2003, the Corporation had locked-rate commitments to originate mortgage loans
amounting to $1,613,700 and loans held for sale of $118,000. The Corporation has entered into
commitments, on a best-effort basis to sell loans of approximately $1,731,700. Risks arise from the
possible inability of counterparties to meet the terms of their contracts. The Corporation does not expect
any counterparty to fail to meet its obligations.

The Corporation has cash accounts in other commercial banks. The amount on deposit at these banks at
December 31, 2003, exceeded the insurance limits of the Federal Deposit Insurance Corporation by
$602,107.

Note 13. Transactions With Related Parties

During the year, executive officers and directors (and companies controlled by them) were customers of
and had transactions with the Corporation in the normal course of business. These transactions were
made on substantially the same terms as those prevailing for other customers.

At December 31, 2003 and 2002, these loans, which in the aggregate exceeded $60,000 to the borrower,
totaled $3,570,620 and $1,584,953, respectively. During 2003, total principal additions were $4,289,005
and total principal payments were $2,303,338.

Note 14. Lease Commitments

The Corporation was obligated under noncancelable leases for banking premises. Total rental expense
for operating leases for 2003, 2002 and 2001 was $71,914, $101,350 and $95,828, respectively. Minimum
rental commitments under noncancelable leases with terms in excess of one year as of December 31,
2003 were as follows:

- Operating
Year Leases
2004 $ 32,956
2005 o ) 27,000
2006 o ‘ _ 17,000
2007 _ 7,200
. 2008 . 2,200
Total minimum payments ‘ - 3 86,356

Note 15. Dividend Reinvestment Plan
The ‘Corporation has.in effect a Dividend Reinvestment Plan (DRIP) which provides an automatic

conversion -of dividends into common stock for enrolled shareholders Stock is purchased on the open
market on each dividend payable date. . .
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Shares of common stock can be issued by the Corporation or purchased in the open market for the
additional shares required for the DRIP. Prior to 2000, the Corporation issued common shares for the
reinvestment of dividends. The Corporation purchased common stock on the open market for the years
ended December 31, 2003, 2002 and 2001.

Note 16. Fair Value of Financial Instruments and Interest Rate Risk

The fair value of a financial instrument is the current amount that would be exchanged between willing
parties, other than in a forced liquidation. Fair value is best determined based upon quoted market prices.
However, in many instances, there are no quoted market prices for the Corporation’s various financial
instruments. In cases where quoted market prices are not available, fair values are based on estimates
using present value or other valuation techniques. Those techniques are significantly affected by the
assumptions used, including the discount rate and estimates of future cash flows. Accordingly, the fair
value estimates may not be realized in an immediate settlement of the instrument. SFAS 107 excludes
certain financial instruments and all nonfinancial instruments from its disclosure reguirements.
Accordingly, the aggregate fair value amounts presented may not necessarily represent the underlying fair
value of the Corporation. '

The following methods and assumptions were used by the Corporation in estimating fair value disclosures
for financial instruments:

Cash and Cash Equivalents
The carrying amounts of cash and short-term instruments approximate fair values.
Securities

For securities available for sale and held for investment purposes, fair values are based on quoted market
prices or dealer quotes. :

Loans Held for Sale

Fair values of mbrtgage loans held for sale are based on commitments on hand from investors or
prevailing market prices.

Loans

For variable-rate foans that reprice frequently and with no significant change in credit risk, fair values are
based on carrying values. Fair values for certain mortgage [oans (e.g., one-to-four family residential),
credit card loans, and other consumer loans are based on quoted market prices of similar loans sold in
conjunction with securitization transactions, adjusted for differences in loan characteristics. Fair values for
other loans (e.g., commercial real estate and investment property mortgage loans, commercial and
industrial loans) are estimated using discounted cash flow analyses, using interest rates currently being
offered for loans with similar terms to borrowers of similar credit quality.  Fair values for non-performing
loans are estimated using discounted cash flow analyses or underlying collateral values, where applicable.

Deposit Liabilities
The fair value of demand deposits, savings accounts, and certain money market deposits is the amount

payable on demand at the reporting date. The fair value of fixed-maturity certificates of deposit is
estimated using the rates currently offered for deposits of similar remaining maturities.
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Accrued Interest
The carrying amounts of accrued interest approximate fair value.
Borrowings

The carrying amounts of federal funds purchased, borrowings under repurchase agreements, and other
short-term borrowings under repurchase agreements, and other short-term borrowings maturing within
ninety days approximate their fair values. Fair values of other borrowings are estimated using discounted
cash flow analyses based on the Corporation’s current incremental borrowing rates for similar types of
borrowing arrangements.

Commitments and Unfunded Credits

The fair value of commitments t6 extend credit is estimated using the fees currently charged to enter into
similar agreements, taking into account the remaining terms of the agreements and the present
creditworthiness of the counterparties. For fixed-rate loan commitments, fair value also considers the
difference between current levels of interest rates and the committed rates.

The fair value of stand-by letters of credit is based on fees currently charged for similar agreements or on
the estimated cost to terminate them or otherwise settle the obligations with the counterparties at the
reporting date. At December 31, 2003 and 2002, the carrying amounts of loan commitments and stand-by
letters of credit approximate fair value.

The estimated fair values of the Corporation’s financial instruments are as follows:

2003 2002
Carrying Fair Carrying Fair
Amount Value Amount Value
(In thousands) (In thousands)

Financial assets:

Cash and short-term investments $ 10,919 3 10,919 $ 17,711 $ 17,711

Securities 70,895 70,895 53,960 53,960

Loans, net 245,709 243,984 211,789 216,958

Accrued interest receivable 1,390 1,390 1,403 1,403
Financial liabilities:

Deposits $ 277,828 $ 280,251 $ 243,012 $ 245,699

Federal funds purchased 507 507 -- --

Other borrowings 36,555 38,302 26,605 28,741

Company obligated manditorily

redeemable capital securities 3,000 3,022 -- --

Accrued interest payable 548 548 612 612
Commitments and Unfunded Credits: .

Commitments to extend credit 3 -- 3 39,760 $ -- 3 33,519

Stand-by letters of credit -- 4,099 -- 2,069

Rate lock commitments -- 1,614 -- 2,179
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The Corporation assumes interest rate risk (the risk that general interest rate levels will change) as a
result of its normal operations. As a result, the fair values of the Corporation's financial instruments will
change when interest rate levels change and that change may be either favorable or unfavorable to the
Corporation. Management attempts to match maturities of assets and liabilities to the extent believed
necessary to minimize interest rate risk. However, borrowers with fixed rate obligations are less likely to
prepay in a rising rate environment and more likely to prepay in a falling rate environment. Conversely,
depositors who are receiving fixed rates are more likely to withdraw funds before maturity in a rising rate
environment and less likely to do so in a falling rate environment. Management monitors rates and
maturities of assets and liabilities and attempts to minimize interest rate risk by adjusting terms of new
loans and deposits and by investing in securities with terms that mitigate the Corporation's overall interest
rate risk.

Note 17. Regulatory Matters

The Corporation (on a consolidated basis) and the Bank are subject to various regulatory capital
requirements administered by the federal banking agencies. Failure to meet minimum capital
requirements can initiate certain mandatory and possibly additicnal discretionary actions by regulators
that,. if undertaken, could have a direct material effect on the Corporation's and the Bank’s financial
statements. Under capital adequacy guidelines and the regulatory framework for prompt corrective action,
the Corporation and the Bank must meet specific capital guidelines that involve quantitative measures of
their assets, liabilities, and certain off-balance-sheet items as calculated under regulatory accounting
practices. The capital amounts and classification are also subject to qualitative judgments by the
regulators about components, risk weightings, and other factors. Prompt corrective action provisions are
not applicable to bank holding companies.

Quantitative measures established by regulation to ensure capital adequacy require the Corporation and
the Bank to maintain minimum amounts and ratios (set forth in the following table) of total (as defined in
the regulations) and Tier 1 capital (as defined) to risk-weighted assets (as defined), and of Tier 1 capital to
average assets. Management believes, as of December 31, 2003 and 2002, that the Corporation and the
Bank met all capital adequacy requirements to which they are subject.

As of December 31, 2003, the most recent notification from the Federal Reserve Bank categorized the
Bank as well capitalized under the regulatory framework for prompt corrective action. To be categorized
as well capitalized, the Bank must maintain minimum total risk-based, Tier 1 risk-based, and Tier 1
leverage ratios as set forth in the following table. There are no conditions or events since that notification
that management believes have changed the institution's category. -
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The Corporation's and the Bank’s actual capital amounts and ratios are also presented in the following

table.
Minimum
To Be Well
Capitalized Under
Minimum Capital Prompt Corrective -
Actual Requirement Action Provisions
Amount Ratio Amount Ratio Amount Ratio
{(Amount in Thousands)
As of December 31, 2003
Total Capital (to Risk
' Weighted Assets):
Consolidated $ 28347 10.88% $§ 20,849 8.00% N/A N/A
First Bank $ 28,017 10.76% $ 20,831 8.00% $ 26,038 10.00%
Tier 1 Capital (to Risk - : ‘
Weighted Assets):
Consolidated $ 25,800 990% $ 10424 4.00% N/A N/A
First Bank $ 25470 978% $ 10,415 4.00% & 15623 6.00%
Tier 1 Capital (o~ '
Average Assets): S :
Consolidated ©$ 25,800 777% % 13,275 4.00% N/A N/A
First Bank $ 25470 768% $ 13,266 400% § 16,583 5.00%
As of December 31, 2002:
Total Capital (to Risk
Weighted Assets):
Consolidated T % 257236 11.42% $ 17,698 8.00% N/A " N/A
" First Bank - C- $ 25,040 11.33% ~ § 17,684 8.00% -~ $ 22105 10.00%
Tier 1 Capital (to Risk '
Weighted Assets). Co :
Consolidated $ 23,074 1043% $ 8,849 4.00% N/A N/A
First Bank $ 22878 10.35% $ 8,842 400% $ 13,263 6.00%
Tier 1 Capital (to : : ' ' ' g
Avérage Assets).
Consolidated - 0§ 23074 - 788% $ 11,712 4.00% N/A N/A
First Bank $ 22878 781% 3

11,710 400% $ 14,638 5.00%
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Note 18. Parent Corporation Only Financial Statements

FIRST NATIONAL CORPORATION
(Parent Corporation Only)

Balance Sheets
December 31, 2003 and 2002

Assets 2003 2002
Cash $ 142,798 63,687
Investment in subsidiaries, at cost, plus
undistributed net income 26,136,260 24,011,626
Other assets 244,371 203,071
Total assets $ 26,523,429 24,278,384
Liabilities and Shareholders’ Equity
Liabilities
Deferred income tax liability $ 18,897 24,241
Company obligated manditorily
redeemable capital securities 3,000,000 --
Other liabilities 1,800 --
‘ $ 3,020,697 24,241
Shareholders' Equity
Common stock $ 3,655,155 3,950,155
Surplus 1,464,642 1,464,642
Retained earnings, which are substantially
undistributed earnings of subsidiaries 17,680,249 17,658,670
Accumulated other comprehensive income 702,686 1,180,676
Total shareholders' equity $ 23,502,732 24,254,143
Total liabilities and shareholders' equity $ 26,523,429 24,278,384
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FIRST NATIONAL CORPORATION
(Parent Corporation QOnly)

Statements of iIncome
Three Years Ended December 31, 2003

2003 2002 2001
Income:

Dividends from subsidiary $ 3,848,500 $ 925000 $ 1,231,000
Other ' -- 55 595 --
$ 3,848,500 $ 980,595 $ 1,231,000

Expense:
Interest expense 3 100,031 $ -- $ --
Stationery and supplies 23,209 21,565 16,095
Legal and professional fees 28,574 70,806 65,868
Other 60,137 19,456 29,257
Total expense 3 211,951 3 111,827 3 111,220

Income before allocated tax
benefits and undistributed
income of subsidiary $ 3,636,549 $ 868,768 3 1,119,780 -

Allocated income tax benefits 72,063 28,975 - 69,162

Income before equity in
undistributed income
of subsidiary $ 3,708,612 3 897,743 $ 1,188,942

Equity in undistributed (distributed)
income of subsidiary (407,746) 2,081,471 1,406,392

Net income _ $ 3,300,866 $ 2979214 $ 2,595,334
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FIRST NATIONAL CORPORATION
(Parent Corporation Only)

Statements of Cash Flows
Three Years Ended December 31, 2003

2003 2002 2001
Cash Flows from Operating Activities
Net income $ 3,300,866 $ 2,979,214 $ 2,595,334
Adjustments to reconcile net income
to net cash provided by operating
activities:
Undistributed earnings of subsidiaries 407,746 (2,081,471) (1,406,392)
(Increase) decrease in other assets (41,300) 229,589 (162,962)
(Decrease) in other liabilities (13,914) - - - -
Net cash provided by operating :
activities $ 3,653,398 $ 1127332 $ 1,025980
Cash Fiows from Financing Activities
Proceeds from issuance of company
obligated manditorily redeemable
capital securities $ 3,000,000 $ -- 3 --
Distribution of capital to subsidiary (3,000,000) -- --
Cash dividends paid (1,125,787) (1,080,244) (1,027,040)
Acquisition of common stock (2,448,500) - - --
Net cash used in financing
activities $ (3,574,287) $ (1,090,244) § (1,027,040)
Increase (decrease) in cash and
cash equivalents $ 79,111 $ 37,088 $ (1,060)
Cash and Cash Equivalents
Beginning 63,687 26,599 27,659
Ending $ 142,798 3 63,687 $ 26,599
Supplemental Disclosures of Noncash
Investing Activities, unrealized gain (loss)
on securities available for sale $ (15,714) $ 71294 % - -
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Shareholder Information

Cemmen Stk
First National Corporation's common stock is traded on the over-the-counter (OTC) market
and quoted in the OTC Bulletin Board where our symbol is FXNC-BB.

Goples of Formn 90-L

Copies of First National Corporation’s Annual Report to the Securities and Exchange
Commission on Form 10-K may be obtained by shareholders at no charge by writing:

M. Shane Bell
First National Corporation
112 West King Street
Strasburg, Virginia 22657
sbell@firstbank-va.com

Sieck Transier Agent ane Regfelrer
Registrar and Transfer Company
10 Commerce Drive
Cranford, New Jersey 07016
800-368-5948

Divicend Relnvesiment
Registered holders of First National Corporation stock are eligible to participate in the
Corporation's Dividend Reinvestment Plan, a convenient and economical way to purchase
additional shares of First National Corporation common stock. For an information and
authorization form or to receive additional information on this plan, contact:

Nancy T. Fitchett
First National Corporation
112 West King Street
Strasburg, Virginia 22657
888-647-1265
nfitchett@firstbank-va.com

Shamrheleer Nfermeaticon
For additional information, contact:
M. Shane Bell
First National Corporation
112 West King Street
Strasburg, Virginia 22657
888-647-1265
sbeli@firstbank-va.com

Indepencent Audiers
Yount, Hyde & Barbour, PC.
Post Office Box 2560
Winchester, Virginia 22604

This statement has not been reviewed, or confirmed for accuracy or relevance by the Federal Reserve System.
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